
QUESTION ONE 

a) Give four merits of using a flowchart to record an accounting system.             
(4 marks) 

b) Explain how an Internal Control Evaluation Questionnaire (ICEQ) differs from 
an Internal Control Questionnaire (ICQ).     (4 marks) 

c) List six examples of key control questions that would be suitable for inclusion in 
an ICEQ for a wages accounting system.                      (6 marks) 

d) Explain the meaning of the following audit terms:  
i. Tests of control.              (3 marks) 
ii. Substantive tests.                   (3 marks) 
                  (Total: 20 marks) 

 

QUESTION TWO 

a) Explain the meaning of the „audit evidence‟.                                                     (4 
marks) 

b) Write a brief explanatory notes on the following terms in relation to audit 
evidence: 

i. Relevance.                                                                                              (2 
marks) 

ii. Reliability.                                                                                               (2 
marks) 

iii. Sufficiency.                                                                                             (2 
marks) 

c) Describe the various procedures of obtaining audit evidence giving an example of 
each by way of illustration.                                                                                 
(10 marks) 

                      (Total: 20 marks) 
 
QUESTION THREE 

The director of one of your growing clients have decided to create an internal audit 
function in their organizational structure.  

Required: 
a) List and briefly describe the duties you would expect the internal audit staff to 

perform.       
 (10 marks) 

b) List and explain the criteria which you would consider before deciding to rely on 
the work of the internal audit function.                                                         
(5 marks) 
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c) State the extent to which you, as an external auditor, can rely on the work of the 
internal audit function.                            (5 marks) 

(Total: 20 marks) 
 

QUESTION FOUR 

a) Write briefly explanatory notes on the following types of audit: 
i. Statutory audit;            (2 marks) 
ii. Private audit;            (2 marks) 
iii. Balance sheet audit;          (2 marks) 
iv. Management audit;          (2 marks) 

b) Explain the value derived from the work of external auditors.                           (5 
marks) 

c) Outline the statutory provisions with regard to duties of external auditors.        (7 
marks) 

          (Total: 20 marks) 
 
QUESTION FIVE 

Write brief explanatory notes on the following audit terms: 
a) Control procedures;        (4 marks) 
b) Internal check;        (4 marks) 
c) Vouching audit;       (4 marks) 
d) Walk-through tests;           (4 marks) 
e) Weakness tests;           (4 marks) 

(Total: 20 marks) 
 

QUESTION SIX 

You have been asked by your firm to examine the payment vouchers of a company to 
establish the level of errors and then decide whether better results can be obtained 
through statistical techniques. 

 
Required: 
a) State the steps you would take in order to test the vouchers for the errors.   (12 

marks) 
b) Why is it not satisfactory to pick vouchers from a limited period?            (4 

marks) 
c) State under what circumstances statistical sampling is a good technique.        (4 

marks) 
                                                  (Total: 20 marks) 
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QUESTION SEVEN 

a) In the context of a computer based accounting system, explain the meaning of the 
following terms: 

i) Application controls       (4 marks) 
ii) General controls        (4 marks) 

 
b) State six examples of controls to prevent unauthorised changes to data files that 

you would expect to find in a new computer based accounting system  (6 marks) 

c) A company wishes to change from an old computerised system to a new computer 
based accounting system. Explain how and why both systems should run parallel 
prior to the change over the new system      (6 
marks) 

                                                                                                                  (Total: 20 
marks) 
    
QUESTION EIGHT 

You have been appointed the auditor of United Millers Company Limited, a medium 
manufacturing company which is quoted on the stock exchange. 
 
Required: 

a) List the important matters which must be included in the letter of engagement.  
                                                                                                                       (14 
marks) 
b) Explain the purpose of such a letter.                                                           (6 

marks) 
(Total: 20 marks) 
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QUESTION ONE 

(a) A flow chart is a diagrammatical representation of an accounting system.  Use 
of flow charts has the following advantages: - 

 Easy to prepare 

 Since the information is presented in a standard form, flow charts are easy 
to follow and review. 

 They generally ensure that the system is recorded in full, all the documents 
have to be traced from beginning to the end. 

 They eliminate the need for lengthy narratives and can be very effective in 
highlighting the salient features of internal controls and any weaknesses in 
the system. 

 
(b) The main difference is that an internal control questionnaire (ICQ) is used to 

determine whether controls exist which meet specific control objectives 
whereas an internal control evaluation questionnaire (ICEQ) is used to 
establish whether specific errors or frauds could occur rather than establishing 
whether certain desirable controls are present. Only few key control questions 
are used concentrating on the significant errors or omissions that could occur 
at each phase of a transaction cycle. 

 
(c) Is there reasonable assurance that: - 
 

(i) Employees are only paid for work done? 
(ii) Employees are paid the correct amount (gross and net)? 
(iii) The right employees actually receive the right amount? 
(iv) Accounting for payroll costs and deductions is accurate? 
(v) Employees paid are bonafide employees of the organization and not 

ghost workers? 
(vi) Payroll deductions are not misappropriated. 

 
(d) According to the ISA glossary on definition of terms, the following terms are 

defined as:- 
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(i) Tests of Control: - These are tests performed to obtain audit evidence 
about the effectiveness of the: - 
a. Design of the accounting and internal control systems that is, 

whether they are suitably designed to prevent or detect and correct 
material misstatements. 

b. Operation of the internal controls throughout the period. 
Tests of controls therefore aim at determining whether the identified 
controls have operated effectively as designed throughout the 
financial period and can be relied upon to reduce the extent of 
substantive testing.  

(ii) Substantive procedures refer to tests performed to test the management 
assertions made in the preparation of financial statements.  They are of 
two types: - 

 
a. Tests of detail of transactions and balances 
b. Analytical procedures 
 

These procedures seek to provide audit evidence as to financial statement 
assertions such as completeness, existence, valuations, occurrence, 
measurement, rights and obligations and presentation and disclosure. 

 
QUESTION TWO 

a) Audit evidence refers to the information obtained by the auditor in arriving at 
the conclusions on which the audit opinion on the financial statements is 
based. 
Audit evidence comprises source documents and accounting records 
underlying the financial statements and corroborating information from other 
sources. For example a confirmation from the bank on the client‟s bank 
balance is evidence that the auditor could use in verifying the existence of the 
bank balance. 
Audit evidence is obtained by carrying out both compliance and substantive 
procedures. 

b) Relevance of audit evidence 
- Relevance refers to the ability of the evidence to assist the auditor in testing 

management‟s assertions or to test the audit objective; 
- Relevance of audit evidence should be considered in relation to the overall 

audit objective of forming an opinion and reporting on the financial 
statements. To achieve this objective the auditor needs to obtain evidence 
to enable him to draw reasonable conclusions on various management 
assertions made in preparing the financial statements.  
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Reliability of audit evidence 
 
The reliability of audit evidence refers to the credibility of the evidence.  
This credibility is influenced by its source; whether from internal sources or 

external sources and by its nature; whether visual, documentary or oral. Reliability 

of the evidence depends on individual circumstances but we can make the 

following generalizations: 

 Audit evidence from external sources e.g. a third party (e.g. a debtor) 
confirming amount owing to the company is more reliable than evidence 
generated internally; 

 Audit evidence generated internally e.g. from accounting records is more 
reliable when the related accounting and internal controls are effective; 

 Evidence obtained by the auditor himself is more reliable than that obtained 
from the entity; 

 Evidence in the form of documents and written representations is more reliable 
than oral representations. 

 
Sufficiency of audit evidence 
 
- Sufficiency is the measure of the quantity of audit evidence; 
- Sufficiency is therefore the question of how much information is needed to be 

able to conclude on the financial statements. 
 

(c)   Procedures of obtaining audit evidence:- 
  

i) Inspection:-  This is  the physical review of examination of records, 
documents and tangible assets.  An example of a test of control is 
examining  sales invoices for authorization: An example of a substantive 
procedure would be to check the physical existence of a tangible asset.  
Additional work may be required to determine ownership, valuation and 
contractual obligations. 

 
ii) Observation:-  This involves looking at a process or procedure being 

performed.  An example is the distribution of wage packets to see that 
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internal control procedures are adhered to or the observation by auditors 
of stock being counted in accordance with stock taking instructions. 

 
iii) Enquiry and confirmation: - Seeking relevant information from 

knowledgeable persons inside or outside the enterprise, whether formally 
or informally, orally or in writing.  The reliability of this technique 
depends on the qualification and integrity of the source.  An example is 
the seeking of formal representations from management on the value of 
a material subsidiary company in an overseas country or the 
circularization of debtors for independent verification of year-end 
balances. 

. 
ii)  Computation: - This involves checking the arithmetical accuracy of 

records or performing    independent calculations e.g. recomputing the 
depreciation charge and comparing with the client‟s figure. 

 
iii) Analytical review- Analytical review can be defined as the study of 

relationships between element of financial information expected to 
conform to a predictable pattern based on the organization‟s experience 
and between financial information and non-financial information.  

Analytical procedures concern not only analysis (of ratios, trends and 
relationships) but also the investigation of fluctuations. The analysis 
usually considers both comparisons and relationships. 
For example the auditor can compute the debtors days ratio for the 
current year and compare this with the previous year. This will provide 
valuation information in evaluating whether customers are settling their 
accounts when due and if there is need to create a provision for doubtful 
accounts. 

 
QUESTION THREE 

a) Internal audit is an appraisal or monitoring activity established by management for 
the review of accounting and internal control systems as a service to the entity.  It 
examines, evaluates and reports to management on the adequacy and effectiveness 
of the systems. 

 
Other activities include:- 

 
a) Review of the accounting and internal control systems. Management is 

responsible for establishing an internal control system. These systems 
demand proper attention and continuous review, a function that is usually 

Download more at www.ebookskenya.co.ke



assigned to internal audit. The internal audit function designs a work plan 
that shows the areas and control procedures that will be reviewed during the 
year.  

b) Carrying out examination of financial and operating information. This may 
include detailed testing of transactions and accounting and operating 
procedures. 

c) Review of the economy, efficiency and effectiveness of operations including 
non-financial controls of an entity. 

d) Review of the entity‟s compliance with laws and regulations. The internal 
audit function reviews whether the company has put in place appropriate 
procedures to ensure that all the relevant laws and regulations are adhered to. 
This will include review of adherence to laws such as taxation legislation, 
stock exchange listing regulations among others. 

e) Review of the entity‟s compliance with management policies and other 
internal requirements 

f) Carrying out independent investigations into the affairs of the company as 
required by management. The internal audit function will carry out 
investigations e.g. where frauds are suspected, where there is suspected 
inefficiency in the use of the company resources e.t.c 

b) Before deciding whether to rely on the work of the internal audit function with 
the intention of reducing audit procedures the external auditor should evaluate 
the internal audit function to determine the scope of the function, its 
independence and hence how much reliance can be placed on the work that it 
carries out. The external auditor can only rely on the work of the internal 
auditor as one element of the internal control system. 

 
In evaluating this function the external auditor should consider the following 
factors: 

 
1.     Organization status  

Since internal audit function is part of the entity it cannot be totally 

independent. To boost it‟s independence the status of the function within 

the organization should be such that the internal auditor reports to the 

highest level of management. The internal auditor should also be free of 

any other operating responsibility such as performing accounting 

functions, which may conflict with his role as an independent watchdog of 
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controls and operations of the entity. There should be no restrictions 

placed upon his work by management. Such restrictions could impair the 

effectiveness of the function. 

2.       Scope of the function 
The external auditor should ascertain the nature and depth of coverage of 
internal audit  assignments. He should also ascertain whether management 
considers and acts upon internal audit recommendations. Where the 
recommendations are not acted upon this represents a weakness in the 
function and hence the level of reliance should consequently be reduced. 

3.      Technical competence 
The external auditor should ascertain whether internal audit work is 
performed by persons having adequate technical training and proficiency as 
auditors. Qualifications and experience of the internal audit staff should be 
considered. 

c) Due professional care 
The external auditor should ascertain whether internal audit work appears to 
be properly planned, supervised, reviewed and documented. Exercise of due 
professional care is evidenced by the existence of adequate audit manuals, 
work programs and working papers. 

d) Internal audit reports 
The external auditor should consider the quality of the internal audit reports 
prepared and submitted for management action. He should ascertain 
whether management considers, responds to and acts upon internal audit 
reports and whether there is evidence to prove that action. 

e) Level of resources available 
The external auditor should consider whether internal audit has adequate 
resources to be able to carry out their duties effectively. Such resources 
would include staff and computer facilities. 

 
 
c) When an auditor decides that he can place reliance on the internal auditors 

work, the extent of his reliance will be influenced by the results of his 
evaluation of the internal auditors work. 

 
 This evaluation will involve:- 
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(i) Discussion with the clients internal auditor about the timing of internal 
work, test levels, sample selection and the form of documentation to be 
used. 

(ii) Consideration of:- 
a. The materiality of the items or areas to be tested, and also of the 

information that can be obtained from internal audit. 
b. The level of audit risk inherent in the areas or items to be tested or in 

the information to be obtained. 
c. The level of judgment required 
d. The sufficiency of complementary audit evidence 
e. Specialist skills possessed by internal audit staff 

 
(iii) Setting out the extent of planned reliance on internal audit, together with 

reasons for deciding on that extent, in a planned memorandum. 
(iv) Review of the manner in which the internal audit work is being 

controlled  particularly:- 
a) Consider whether work has been properly supervised and also 

reviewed in detail when it has been completed. 
b) Compare the results of the work with those of external auditors staff 

on similar audit areas or items 
c) Satisfy himself that any exceptions or unusual matters that have to 

come to light as a result of the work have been properly resolved. 
d)  Examine reports relating to the work produced by internal audit and 

management‟s  response to those reports. 
e)  From time to time, determine whether internal audit will be able to 

complete the program that it has agreed to undertake and if not make 
appropriate arrangements. 

 
(v) Ensuring that the working papers relating to the work of internal audit, 

on which reliance is being placed, are up to an acceptable standard. 
 

Conclusion:  Since the internal auditor cannot meet the prime criteria of 
independence, the external auditor cannot fully rely on the work of the 
internal auditor.  The extent of reliance will be determined by applying 
judgement. 

 
QUESTION FOUR 

a) (i) Statutory audit 
  

Download more at www.ebookskenya.co.ke



This is an audit carried out as per the requirements of the Company‟s Act for 
limited companies be they private or public.  The Company‟s Act, Cap 486 
requires that all limited companies submit their returns at the end of the 
financial period to the registrar of companies and that these returns should 
include the audit report.  In these audits, the auditors appointment is as per 
Section 159 (1) – (6) of the Company‟s Act.  His rights and duties are defined 
in Section 162 (1) – (12).  This Act opens up the auditors scope, rights and 
duties and extensions of his liabilities which cannot be limited by any powers 
be they the shareholders or Board of Directors. 
 
During such audits the auditor is free to obtain all the information and 
explanations he considers necessary for the purpose of forming an opinion. 

 
   (ii) Private audit also known as non-statutory audit.  
 

These are audits conducted for private institutions, which are not required by 
any statutes to have their financial statements audited. The audits are not 
mandatory but are carried out for the convenience of such organizations. 
 
By virtue of its nature the auditor‟s scope, rights and duties are defined by an 
agreement between the auditors and owners or agents of the company.  The 
auditor‟s obligations are contractual since they are based on an agreement 
between the auditor and his clients. 
 
This agreement is crucial as it forms the basis for defining the auditor‟s duties, 
rights and obligations.  Thus the auditor should ensure that the agreement 
between him and the client clearly defines his scope.  
 
In such audits, the auditors rights and scope may be limited and due to such 
limitations the auditors opinion will usually contain a disclaimer clause. 

 
   (iii) Balance Sheet audit 
 

These are audits in which the auditor starts his audit work from the balance 
sheet and traces entries to their original posting in a bid to prove their 
authencity.  This audit concentrates on balance sheet entries and falls under 
partial audits as the auditor will not check all entries but will rely on evidence 
obtained on balance sheet entries to form conclusions as to whether all other 
entries are authentic.  For this reason, this audit is only appropriate for 
organizations which have a strong internal control system or when conducting 

Download more at www.ebookskenya.co.ke



a special audit assignment where the client requires the auditor to only report 
on the balance sheet items. 

 
   (iv) Management audit 
 

These involve the investigation of the company‟s entire management to 
ascertain their decision making process, especially of the top management and 
their attitude towards the operation of the internal control system, personal 
relationships with employees and their ability to manage an efficient and viable 
company. 
 
It is ideal: - 
a. Where there are dynamic operations in an organization. 
b. For company‟s using high technology 

 
b) Advantages of an audit 
 

1. It provides assurance and credibility to the accounts in the audit report. 
2. Disputes between management may be more easily settled. E.g. a partnership 

which has complicated profit sharing arrangements may require an independent 
examination of those accounts to ensure as far as possible an accurate 
assessment and division of those profits 

3. Major changes in ownership may be facilitated if past accounts contain an 
unqualified audit report.  For instance, where two sole traders merge their 
business to form a new partnership. 

4. Applications to third parties for finance may be enhanced by audited accounts 
due to the credibility created by having the financial statements audited. 

5. The audit is likely to involve an in-depth examination of the business and so 
may enable the auditor to give more constructive advice to management on 
improving the efficiency of the business. 

 
c) Auditors’ Duties - Section 161 
1. To report to the members on each set of accounts laid before the company in 

the general meeting, whether in his opinion. 
a) The balance sheet gives a true and fair view of the state affairs of the 

company as at the balance sheet date. 
b) The profit and loss gives a true and fair view of the profit (or loss) for the 

period ended on that date. 
c) The accounts comply with the requirements of the company‟s Act. 

2. Duty to state the following in his report. 
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a) Whether the auditor has received all the information and explanations 
which in his opinion was necessary for his audit. 

b) Whether he received adequate returns from branches not visited by the 
auditor during the audit. 

c) Whether in his opinion proper accounting records have been maintained. 
d) Whether the accounts are in agreement with the underlying records. 

3. Duty to provide working papers. 
An auditor has a duty to assist investigators in to the company‟s affairs by 
providing his working papers, which are summaries of significant matters 
identified by the auditor during the course of the audit. 

4. Duty to certify the Profit and Loss account and Balance Sheet in a prospectus. 
A prospectus is the publication prepared by the company that is intending to 
sell shares to the public.  

5. To include in his report any required information about the directors‟ 
remuneration, which has been omitted from the accounts. 

6. To consider if any information in the directors report is inconsistent with the 
accounts and to report the facts if there are any such instances. 

 
QUESTION FIVE 

a) Control procedures are those policies and procedures in addition to the control 
environment which management has established to achieve the entity‟s specific 
objectives. Control procedures include the following: 
- Preparation and review of reconciliation‟s; 
- Checking the arithmetical accuracy of the records; 
- Having proper segregation of duties; 
- Physical controls to safeguard the assets of the company; 
- Controlling applications & environment of computer information systems 

e.g. by establishing controls over: 

 Changes to computer programs. 

 Access to data files. 
- Approving and controlling the use of documents. 
- Limiting direct physical access to assets and records.  

 
b) Internal check is an element of the internal control system which ensures that 

the activities of an individual in the organization or entity, is automatically, 
checked by another individual. 
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Internal check is boosted by the segregation of duties such that no person can 
carry out a transaction from initiation to conclusion without his work coming 
under the check of another person. 
Internal checks can also be defined as: “The checks on the day to day 
transactions which operate continuously as part of the routine system whereby 
the work of one person is proved independently or is complementary to the 
work of another, the objective being the prevention or early detection of errors 
and fraud”. 

 
c) A vouching audit is also known as a substantive audit. 

 This audit approach involves checking the authenticity of recorded transactions 
by inspecting the document(s) used in processing of the transaction. It is 
proving that the transactions occurred, they are complete, correctly measured 
and they relate to the correct period if they are of a revenue or expense nature. 

 
d) A walk-through refers to the auditor selecting a particular transaction and 

tracing (or walking) it through the accounting information system from the 
time it was first captured and input as data to its final disposition in the 
financial statements. The purpose of the walk-through may be either for the 
auditor to identify specific control procedures or to confirm an existing 
understanding of control procedures in the accounting information system. The 
walk-through may be the tracing of an event, either part way through the 
system or entirely through the system, depending on the extent of the evidence 
or knowledge required by the auditor. 

 
e) Weakness tests. 
 These are tests carried out to areas of weakness in the internal control system. 

The objective is to identify weak controls where corrective action should be 
taken to enhance the internal control system. 

 
QUESTION SIX 

a) In order to test the vouchers for errors, I would; 
 

i. Cast the figures in the vouchers in order to determine their arithmetical 
accuracy. 

ii. Compare the current year‟s payments against the previous year‟s and investigate 
any unfavourable variance or difference. 

iii. I would trace the payment vouchers to the ledger accounts to ensure no 
payment was left out in the vouching. 
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iv. I would inspect the payment voucher for authorization by the responsible 
official. I would expect authorization to be evidenced by a signature or stamp. 

v. I would inspect the documents underlying the payment voucher such as the 
goods received note. 

vi. I would carry out a sequence check on the payment voucher to establish the 
completeness of the vouchers. Any cancelled or spoilt vouchers should be 
accounted for. 

 
b) It is not satisfactory to pick vouchers from a limited period as these vouchers 

may not be representative of all the vouchers that were raised in that period. 
 
 This is because these vouchers may relate to payments that are subjected to 

special conditions or conditions that were not prevalent in the company 
throughout the period, e.g. there could have been a different accountant 
recording the payments made via those vouchers different people giving 
authority etc. 

 
c) Statistical sampling is ideal in the following conditions:- 
 

i) The population to be tested must be homogenous i.e. it must consist of 
items of the same kind, subject to the same level of audit risk. 

ii) The population must be fairly large, otherwise the benefits of the 
technique will not be achieved.  Statistical techniques need to be adjusted 
to work on small populations. 

iii) Expectation of error must be low – i.e. control risk must have already 
been assessed as less than high (i.e. ICS is strong).  High control risk 
requires impractically large sample sizes.  

iv) The items in the population must be easily identifiable once selected so 
that checking of the items is easily carried out e.g. Items such as invoices 
must be pre-numbered and filed in sequence. 

 
 
 
 

QUESTION SEVEN 

a) General controls 
These are controls, which relate to the environment within which computer-
based accounting systems are developed, maintained and operated aimed at 
providing reasonable assurance that the overall objectives of internal controls are 
achieved. These controls could either be manual or programmed. 
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The objectives of general controls are to ensure proper development and 
implementation of applications and the integrity of program and data files and 
of computer operations.  General controls will include: 
a) Systems development controls 
b)  Organisational controls.   
c)  Access controls   
d)  Other controls 

 

 Application controls 
The objectives of application controls which may be manual or programmed 
are to ensure the completeness and accuracy of the accounting records and the 
validity of the entries made therein resulting from both manual and 
programmed processing. These relate to the transactions and standing data 
pertaining to each computer based accounting system and are therefore specific 
to each such application. With the increasing sophistication of computer 
operating systems it is becoming more common for controls to be 
programmed as part of each application. Application controls are generally 
divided into: 
 
a) Input controls. 
b) Processing controls. 
c) Output controls. 
d) Controls over master files and standing data. 
e) Controls over standing data and master files 

 
b) Controls to prevent unauthorised changes to data files  

 

 Only specific employees should be granted powers to amend data on 
computer files. These should be senior officials. 

 The computer system should maintain a log of all amendments to data files, 
date amended and the person who carried out the amendment. Such a log 
would assist in subsequent follow up and investigation of any unauthorised 
amendments. 

 Employees should be encouraged not to leave their computers unattended 
once they have logged in. people should be encouraged to log out whenever 
they are not using their terminals. 

 Data files that are off line should be stored securely and access restricted 

 Data files containing important data should be on read only memory; 
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 Users should be granted different levels of user rights such that only 
specified users can make amendments to data files. 

 
c) Why the company should carry out parallel running of the two systems 

 
Parallel running refers to the running of the existing system and the new system 
concurrently for a period of time before switching to the new account. This is 
carried out for the following reasons: 
- It enables the programmers and the users to review the system, prior to 

authorisation for full implementation; 
- Implementing smooth personal changes and avoiding the problem that key 

employees might take with them all the knowledge on how the system 
works. 

- Parallel running assists in training the staff on how to operate the system 
while still having the old system to refer to; 

- It helps in testing the system to ensure that the system is fully operational 
before putting it into full use. 

 
QUESTION EIGHT 

a) According to ISA 210, the principal contents of an engagement letter include 
reference to:- 

 
       a)   The objective of the audit of financial statements. 
       b)  Managements responsibility for the financial statements 
       c)  The scope of the audit, including reference to applicable legislation, 

regulations, or pronouncements of professional bodies to which the auditor 
adheres. 

       d)  The form of any reports or other communication of results of the 
engagement. 
       e)  The fact that because of the test nature and other inherent limitations of an 

audit together with the inherent limitations of any accounting and Internal 
Control System, there is an unavoidable risk that even some material 
misstatement may remain undiscovered. 

       f) Unrestricted access to whatever records, documentation and other information 
requested in connection with the audit. 

 
The auditor may also wish to include in the letter: 

 

 Arrangement regarding the planning of the audit 
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 Expectation of receiving from management written confirmation concerning 
representations made in connection with the audit 

 Request for the client to confirm the terms of the engagement by 
acknowledging receipt of the engagement letter 

 Description of any other letters or reports the auditor expects to issue to the 
client 

 Basis on which fees are computed and any billing arrangement. 
 

When relevant the following points could also be made: 
 

 Arrangements concerning the involvement of other auditors and experts in 
some aspects of the   audit. 

 Arrangements concerning the involvement of internal auditors and other client 
staff 

 Arrangements to be made with the predecessor auditor, if any, in the case of an 
initial audit. 

 Any restriction of the auditor‟s liability when such possibility exists. 

 A reference to any further agreements between the auditor and the client. 
 
The appendix to ISA 210, contains an example of an engagement letter and it is 
reproduced below:- 
 
To the Board of Directors or the appropriate representative of senior management: 
 
You have requested that we audit the balance sheet of ……. as of ………….. and the 
related statements of income and cash flows for the year then ending.  We are pleased 
to confirm our acceptance and our understanding of this engagement by means of 
this letter.  Our audit will be made with the objective of our expressing an opinion on 
the financial statements. 
 
We will conduct our audit in accordance with International Standards on Auditing (or 
refer to relevant national standards or practices).  Those standards require that we 
plan and perform  the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatements.  An audit includes examining 
on a test basis, evidence supporting the amounts and disclosures in the financial 
statements.  An audit also includes assessing the accounting principles used and 
significant estimates made by management, as well as evaluating the overall financial 
statement presentation. 
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Because of the test nature and other inherent limitations of an audit, together with the 
inherent limitations of any accounting and internal control system, there is an 
unavoidable risk that even some material misstatements may remain undiscovered. 
 
In addition to our report on the financial statements, we expect to provide you with a 
separate letter concerning any material weaknesses in accounting and internal control 
systems which come to our notice. 
 
We remind you that the responsibility for the preparation of financial statements 
including adequate disclosure is that of the management of the company.  This 
includes the maintenance of adequate accounting records and internal controls, the 
selection and application of accounting policies, and the safeguarding of the assets of 
the company.  As part of our audit process, we will request from management written 
confirmation concerning representations made to us in connection with the audit. 
 
We look forward to full cooperation with your staff and we trust that they will make 
available to us whatever records, documentation and other information are requested 
in connection with our audit.  Our fees, which will be billed as work progresses, are 
based on the time required by the individuals assigned to the engagement plus out-of 
pocket expenses.  Individual hourly rates vary according to the degree of 
responsibility involved and the experience and skill required. 
 
This letter will be effective for future years unless it is terminated, amended or 
superseded. 
 
Please sign and return the attached copy of this letter to indicate that it is in 
accordance with your understanding of the arrangements for our audit of the financial 
statements. 
 
XYZ &Co. 
 
Acknowledged on behalf of 
ABC Company by 
 
 
 
 
(signed) 
…………….. 
Name and Title 
Date 
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(b)     The engagement letter serves the following purpose:- 
 

i) The letter defines the scope of work to be carried out and the respective 
responsibilities of the auditor and the client under the engagement. This 
helps in avoiding misunderstandings between the client and the auditor as 
regards to the scope of the work to be carried out and the respective 
responsibilities of both parties. 

ii) The letter documents and confirms the auditor‟s acceptance of the 
appointment 

iii) It explains the forms of any reports to be issued under the engagement 
iv) To educate the client on: - 

- His duty to maintain proper books of accounts and to prepare financial 
statements that show a true and fair view. 

- His duty to prevent errors and frauds. 
- His duty to provide all the necessary information 
- That the audit should not be relied upon to detect errors and frauds. 
- To explain that the audit will be carried out on a test basis. 
- Basis of charging his fees. 

v) Minimise auditor‟s liability to third parties. The auditor may include a clause 
in the engagement letter limiting the client from distributing the audit report 
to parties other than those agreed on an identified in the engagement letter. 
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